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SUBJECT: Apportionnment of Business Inconme/Definition of Extractive Activity

SUMVARY

The bill, sponsored by the Franchi se Tax Board, would anend the Bank and
Corporation Tax Law to allow top tier corporations of a commonly controlled
group, whose nenbers are engaged in an extractive business activity, to el ect
whet her the nmenbers of its group would apportion using the single- or doubl e-
wei ght ed sal es factor.

EFFECTI VE DATE

As a tax levy, this bill would take effect immediately and apply to incone years
begi nning on or after January 1, 1999.

LEG SLATI VE H STORY

AB 1040 (Stats. 1997, Ch. 605); SB 715 (Stats. 1996, Ch. 952); SB 1880 (Stats.
1994, Ch. 861); SB 1176 (Stats. 1993. Ch. 946).

PROGRAM HI STORY/ BACKGROUND

Prior to 1993, the Bank and Corporation Tax Law (B&CTL) strictly confornmed to the
Uni form Di vi sion of Income for Tax Purposes Act (UDI TPA), which provides for the
use of an apportionment fornula when assigning business incone to a state for tax
purposes. This formula is the sinple average of three factors: property, payroll
and sales. Each factor is the ratio of in-state activity to that sanme activity
everywhere. |In 1993, the B&CTL was anended to require that the sales factor be
doubl e-wei ght ed, thus nmaki ng the apportionnment fornula based on four factors.
Sone taxpayers, however, are still required to use the three-factor formula —
those taxpayers that derive nore than 50% of their gross business receipts from
an extractive or agricultural business. In 1994, the exception to the four-
factor formul a was expanded to include taxpayers that derive nore than 50% of
their gross business receipts fromsavings and | oan, banking, or financi al

busi ness activities.

The requirenment for doubl e-weighting the sales factor reflects a determ nation
that sales represents a nore significant contribution to a taxpayer's net incone

than do the other two factors. Incidentally, double-weighting the sales factor
shifts sone tax burden to conpanies with large sales in California relative to
their investnment in property and payroll, thereby reducing the tax burden of
corporations that have made substantial investnment in property and payroll in

California relative to sal es
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The followi ng chart illustrates how doubl e-wei ghting sal es may affect taxpayers
with the same total factors, but different anpbunts of sales in California.

: : % of I ncone
Scenario A Cal cul ati on Taxabl e in CA
Fact or CA Tot al
Sal es 10 1, 000 i _ .01 + .10 + .10 _ 0
Payroll 100 1,000 |- Factor: 3 = 1%
Property 100 1, 000

4-Factor: o F-OL* 10 .10 o 5y 0

: : % of I ncone
Scenario B Cal cul ati on Taxabl e in CA
Fact or CA Tot al
Sal es 100 1, 000 i _ .10 + .10 + .10 _ 0
Payrol| 100 1,000 |3 Factor: 3 = 10%
Property 100 1, 000

4- Eact or - .10 + .1%-+ .10 + .10 _ 10%

: : % of I ncone
Scenario C Cal cul ati on Taxabl e in CA
Fact or CA Tot al
Sal es 1,000 1,000 i _ 1.00 + .10 + .10 _ 0
payrol| 100 1,000 |3 Factor: 3 = 40%
Property 100 1, 000

4- Eact or - 1.00 + 12P0 + .10 + .10 _ 5504

When t he apportionment fornula was nodified to require a doubl e-wei ghted sal es
factor, a segnent of taxpayers engaged in extractive and agricultural business
wer e adversely inpacted and objected To resolve this issue, the anendnent

provi ded an exception to the general rule so that certain taxpayers would not be
required to use the doubl e-weighted factor. However, the statute did not allow
taxpayers to determ ne whether their particular situation was harmed or benefited
by double or single weighting; rather, the statute specifically provided under
whi ch situations taxpayers would be required to use the single-weighted sal es
factor and required all other taxpayers to use the doubl e-weighted factor. The
statute was anended a second time to add banks, savings and | oans, and financi al
institutions to the list of activities which were required to use a single

wei ghted sales factor. Although sone taxpayers in the extractive business are
benefited by single weighting the sales factor, others are adversely affected.
The later assert that they should be allowed to double weight the sales factor as
woul d any ot her manufacturer.

SPECI FI C FI NDI NGS

Exi sting state | aw provides for the use of an apportionnment fornula when

assi gni ng business income of a nultistate or nultinational business to California
for tax purposes. The general rule, applicable to npst corporations, requires a
formula that is the average of property, payroll, and doubl e-wei ghted sal es.
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The factors are then divided by 4. Each factor is the ratio of in-state activity
to that same activity everywhere. The calculation is:

(CA Sal es) + (CA Sales) , (CA property) , (CA payroll) California
(Al Sal es) (Al Sal es) (Al property) (Al payroll) = apportionment
4 per cent age

For corporations in agricultural, extractive, savings and | oan, and banki ng and
financi al business activities, the apportionnment formula is the average of three
factors —the sales factor is single-weighted. The basic calculation is:

(CA Sal es) + (CA property) + (CA payroll) California
(Al Sal es) (Al property) (Al payroll) = apportionnent
3 per cent age

Property represents the capital investnent in the business by the participants,
payroll represents the contributions of |abor to the earning of income, and sales
represents market contributions. Sales generally are assigned on a destination
basis. Sales to either jurisdictions where the taxpayer is not taxable or the
United States government are "thrown back"™ to the place of origin. For financial
institutions, such as banks and savings and | oans, the sales factor primarily
consists of interest income received fromloan paymnents.

California business incone is nmultiplied by the apportionnment percentage to
determ ne the appropriate incone assigned to the taxing jurisdiction

The bill would amend existing lawto allow only top tier corporations of conmonly
controll ed groups to el ect whether the nenbers of its group would apportion using
t he single- or double-weighted sales factor. |In order to qualify for the

el ection, the commonly controlled group nust be an extractive apportioning trade
or business, deriving nore than 50% of its gross business receipts from
activities relating to the production, refining, or processing of oil, natural
gas, or mneral ore.

This bill would require that any top tier corporation so electing would be bound
to that election for no | ess than seven years, thereby ensuring that the el ection
could not be used sinply as a neans of creative tax planning. This bill would

establish various rules, including that a single corporation my nake the

el ection, the election nmust |ast 84 nonths, nust be nmade by all top tier menbers
of a group, and nmay be term nated only for good cause. The bill also would
provide rules regarding treatnent of nenbers that | eave or join the el ecting
group or reorganizations within the group.

Pol i cy Consi derati ons

Al though the creation of the extractive business activity exception for the
doubl e-wei ghted sal es factor was intended to resolve the concerns of sone

t axpayers that woul d have been adversely inpacted because of their
particul ar combi nati on of property, payroll, and sales factors, that
exception adversely affects nunmerous other extractive businesses.
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This bill would further the intent behind the creation of the doubl e-

wei ght ed sal es factor exception by allow ng extractive busi nesses to el ect
whi ch nmethod to use, while providing assurances that the election privilege
is not overly discretionary.

The effect of this election will be to allow only one segnent of the
busi ness community (i.e., extractive industries) to elect either single or
doubl e weighting. Oher industries may seek simlar treatnent.

| npl ement ati on Consi der ati ons

I mpl ementing this bill would require some changes to existing tax fornms and
i nstructions, which could be acconplished during the departnment's nornal
annual update.

Techni cal Consi der ati ons

Amendnment 1 woul d correct a typographical error by inserting the word "a.
Amendnment 2 woul d correct an incorrect cross-reference.

Amendnment 3 corrects the grammtical structure of the sentence anended.
Amendnment 4 clarifies that the prescribed regulations are a discretionary

met hod of identifying appropriate accounting adjustnments to address
speci fied events.

REGULATI ONS

This bill would provide that the Franchi se Tax Board may prescribe regul ati ons
that woul d be necessary or appropriate to admnister the act.

FI SCAL | MPACT

Depart nental Costs

This bill would not significantly inpact the departnent’s costs.

Tax Revenue Esti mate

This bill is estimated to i npact Bank and Corporation Tax revenues as shown
in the follow ng table.

Fi scal Year Cash Fl ow
I ncone Years Begi nning on and After January 1, 1999

$ MIlions
1999-0 2000-1 2001-02
($10) ($10) ($11)

Thi s anal ysis does not consider the possible changes in enploynent, personal
i ncone, or gross state product that could result fromthis nmeasure.
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Tax Revenue Di scussion

The revenue inpact for this bill would be determ ned by the nunber of top
tier corporations that el ect double-weighting and the resulting reduction in
their apportionnent factors and corresponding tax liability reductions.

This estimate was devel oped using a m crosinul ati on nodel of tax returns
fromprior years for affected conpanies. It was assuned that top tier
corporations would elect the forrmula that results in reduced taxable incone
for the group.

POSI T1 ON

Support.

The Franchi se Tax Board voted at its Decenber 16, 1998, neeting to sponsor this

| egi sl

ation.



Anal yst Jeani Brent
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FRANCH SE TAX BOARD S
PROPCSED AMENDVENTS TO SB 184
As I ntroduced January 14, 1999

AVENDMENT 1
On page 10, line 3, before "comonly" insert:
a
AVENDMENT 2
On page 5, line 17, strike “25158" and insert:
25128
AVENDMENT 3
On page 5, strike out lines 18 thru 21, and insert:
Provided by this section. |If there is nore than one top tier corpoation in the

commonly controlled group, all top tier corpoations nmust elect in order for any
el ection to be effective.

ANVENDVENT 4
On page 6, line 27, followng the word “as”, insert:

may be



